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EDITORIAL DEPARTMENT NOTE 


The method of standard costs is receiving an increasing measure of 
attention as its value becomes more and more apparent. The present 
paper does not deal with the accounting features of the subject so much 
as with a discussion of some of the more important uses to which 
standard costs may be put in carrying out the executive functions of 
a business. The paper was presented at the Sixth New England Re- 
gional Conference of the National Association of Cost Accountants held 
at Providence, R. I., October 17, 1925. 

The information which we have been able to gather concerning the 
author runs somewhat as follows, chiefly in the language of our inter- 
view 

Eric A. Camman, who is guilty of the remarks given below, has a 
mother and a father, as is customary. His father was a physician. He 
himself has no clear recollection of the occasion, but is informed that 
he was born in Cincinnati, Ohio, on June 29, 1891. He showed no early 
signs of abnormality. Attaining that age when young men know more 
than they ever will thereafter, he decided to become an accountant. A 
=e wy . appropriately covered by stating that he ultimately became 
a o 

He mda by accepting a responsible position as an office boy. Being 
good at this, he took several similar positions, successively. One day he 
had a brilliant idea of becoming an electrical engineer and started a 
course which lasted almost three years, by donning overalls and assisting 
in delaying the completion of construction projects. Drawing the veil 
of decorum over much, he finally left that field undeveloped. 

He became assistant to the Sccnehnaey Pesnenenr of the Lehigh Coke 
Co., which was absorbed by Bethlehem Steel; later private secretary to 
Edward Dean Adams, banker. Then he joined G. Charter Harrison 
and became a partner of G. Charter Harrison & Co. Severing this 
agreeable connection to vary his experience, he joined the staff of 
Scovell, Wellington & Co., but, being offered a title, left to become 
assistant controller of J. "H. Williams & Co., drop forgings. The 
controller died; he became assistant treasurer (the treasurer still 
a). The call being too strong, he returned to professional life. 

Today he is manager of the system department of Peat, Marwick, 
Mitchell & Co. Thus, twenty years were spent at no cost to the state. 
The first ten were needed to prepare him for knowledge, and the close 
of the second ten, at time of writing, finds him struggling to get a 
secure hold on a small share of it. 


USES OF STANDARD COSTS 


The subject of my talk is “Uses of Standard Costs.” We will 
endeavor to adhere to that title and consider “uses,” rather than 
“how to derive,” standard costs, as otherewise the subject will be 
far too big to cover in one session. Before we can consider their 
uses, however, it will be well to define standard costs. There are 
80 many conceptions of the term “standard costs” that it is neces- 
sary to have a clear statement with which to begin. The terms, 
standard costs, predetermined costs, bogey costs, schedule costs, 
estimated costs, etc., are used rather indiscriminately. 

At the morning session we had a showing of hands as to how 


437 

















































many were using “standard costs,” and more than half of those 
present raised their hands. I venture to say, however, that if you 
could compare the costing methods used under that title you would 
find many different methods and many different conceptions of 
the meaning of the term. I will attempt to give a definition of 
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standard costs. It is a short definition and probably is not all in- 
elusive. The standard cost of an article may be defined as that 
cost which results from computing its manufacturing specifications 
at fixed basic prices for the components of material, labor and 
manufacturing expense. That is a simple definition and states a 
result that we can all derive, because a specification is prerequisite 
to manufacture; you must have it. I do not think you can turn 
your mind to many things that are made without a specification 
inadvance. A standard cost, as I can see it, is merely the extension 
of such a specification for materials, labor and manufacturing ex- 
pense, at fixed basic prices. 

Another consideration we must take up before we may pass on 
to the uses of standard costs concerns the economic conditions 
under which they are to be used. 

As the mayor of Providence pointed out this morning,* the 
reason we must consider the surrounding conditions is the same as 
that which prompted the city administration to attend Hoover’s 
conference on the traffic problem. The administration’s committee 
first attended a National Traffic Conference and came back with the 
benefit of a broad study of the problem. Then they worked out 
their own problems in line with that larger view. To state the 
thought another way, it does not mean much to refer to a speed 
of a hundred miles an hour, unles it is stated whether this speed is 
on foot, on horseback or in an airplane. So with the subject of 
of standard costs, it will be helpful to take a moment to re- 
view the larger economic conditions under which we are to employ 
them. We all are in the same position as the city administration 
of Providence with its traffic problem. If we attempt to attack 
our problem from the viewpoint of “Providence” alone, we will be 
out of accord when we come to fit in with major trends in industry ; 
we will not co-ordinate with available statistics. To make my point 
clearer I should like to review briefly the growth of industrial life 
and compare with it the development of accounting. There is noth- 
ing new in what I shall say but I want to give you my point of 
view. I want to place an interpretation on these developments, 
which you may accept or reject, as you please. 

Industry grew from a small beginning where man made all 
his own requirements. There were no industrial problems then; 
each man made only what he himself needed. This stage existed 
along time ago. 

The next step was taken when men began to subsist by manu- 
facturing for others; practically the beginning of trade. Quality 
was the prime objective, as sources of raw materials were prolific 
and nearby. All that was required was skill in production. Prod- 
ucts were sold, and their worth and fame spread, on quality alone. 

As communities grew, and more men subsisted by manufac- 
ture of products for others to consume, competition entered and 
quantity of output began to be a consideration. Sources of mate- 


* Address of welcome by the Mayor of Providence, R. I. 
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As we go on, through the expansion caused by demand and the 
facilities of communication, stimulated by competition, we reach 
a point of growth at which the old law of supply and demand re- 
yerses upon itself, and find supply stimulating demand, as it were, 

causing a fourth element of economic disturbance, namely, 
style. Thus today we eat puffed rice, shredded wheat and corn 
ay while our forefathers were content with oatmeal and corn- 
meal. 

No man building a factory builds only for the present, he 
allows for future expansion. Hence we also have the problem of 
over-capacity. 

So we have the elements of quality, quantity, distribution and 
style in our complicated industrial structure today. Instead of the 
simple and easy passing of raw materials to manufacturer and to 
consumer, we have now many intermediate steps or links such as 
from original source to converter, from converter to manufacturer, 
from manufacturer to assembler, assembler to distributor, distrib- 
utor to retailer, and finally, retailer to consumer. Not only do we 
have these links in the long chain, but we have many kinds of links, 
many ways of distributing, such as, for example, the department 
store, the chain store, the mail order house, the retail store, the 
specialty shop, house to house canvass, etc. 

An important factor in this connection is that in this country 
this entire development, or as much of it as has taken place here, 
has occurred in little more than a hundred years, for it was in 1830 
that Stephenson sent to England to have rails made because there 
was not a mill in this country big enough to make them. 

On the other hand, what has been the development in indus- 
trial accounting? We may run over this quickly also. Account- 
ing began with single entry bookkeeping. Its prime purpose was 
record, simply to record facts, to help the memory. The next de- 
velopment was “double entry” bookkeeping, and it came into use 
during the fifteenth century. Its prime purpose was accuracy. 
Here we have the two elements of record and accuracy. These 
elements proving inadequate to industrial requirements, a third 
stage developed the methods of analysis, which we now call “cost 
accounting.” Its prime purpose was to analyze in greater refine- 
ment the products of industry, especially with regard to the cost 
of production. Up to comparatively recent times, then, we have 
had these three stages: single entry, with the prime purpose of 
record; double entry, with the prime purpose of accuracy; and 
thirdly, cost accounting, leading to refinement in analysis. 

There is a fourth stage in development of industrial account- 
ing upon which, in my opinion, we are now entering—a well defined 
movement toward “business planning” in accounting. This is prac- 
tically the only method of accounting that will satisfactorily meet 
industrial requirements today. It is also well to remember that in 
this country the development of accounting, particularly the ana- 
lytical side of it, is not very old. I should say it is not more than 
years during which this development in analytic methods has 
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taken place; whereas, on the other hand, we have had a tremendous 
industrial growth covering a hundred years or more. 

What I want to bring forward by this comparison of the de- 
velopments in industry and in accounting, is that until this last 
stage of “business planning” in accounting was reached, the view- 
points of the accountant and the business manager were totally dif- 
ferent—in opposite directions in fact. It is necessary for the manu- 
facturer to look constantly ahead, from nine months to a year. He 
must either broadcast a description of an article which he is going 
to sell, or have his plans so well laid that he can deliver it on short 
notice against competition. On the other hand, the accountant has 
always been looking backward, dealing with the results of past 
efforts. These, then, briefly described, are the situations providing 
a background for our consideration of the uses of standard costs. 
All of you have these conditions affecting you in greater or lesser 
degree, each in his own way. 

Coming now to a specific consideration of the subject of this 
paper, we may divide a description of the uses to be made of stand- 
ard costs into two broad classes. The first of these deals with their 
general uses. What are the advantages of using them at all? 
What may we secure through a use of them? In the first place, 
standard costs, as I originally defined them—specifications ex- 
tended at basic prices—afford a common denominator, something 
that is very useful in accounting for industrial purposes, especially 
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where there is a great variety of product. You cannot add apples 
and oranges and bananas, but you can add pieces of fruit. Stand- 
ard costs give a common denominator which does not change except 
as quantities change. If there are any variances in standard val- 
ues, it is due to variances in quantities, and quantities alone. This 
is very useful, especially in budgeting. 

We had quite a discussion in New York last week on the diffi- 
culty of budgeting in any enterprises other than large ones deal- 
ing with easily calculable products, such as the public utilities, grain 
converters, and the like—any industry concerned with large vol- 
ume, growth in population, etc. Manufacturing and assembling 
industries subject to goodwill are not so simple to budget. Stand- 
ard costs, however, offer a means of partial solution, because it is 
possible to add up a great many different products by means of a 
common denominator. 

A second general use, specific illustrations of which I will try 
to bring out later, lies in the fact that you can develop through 
them factors that will indicate the trend of events. If you will 
use standard costs, and so arrange your actual costs that you can 
express ratios of variance from the standards, according to any 
suitable classification, you can develop factors that will bring out 
the trend of developments. After all, that is, perhaps, the most 
important thing you have to do. The most important object is not 
the ascertainment of costs; it is rather to show where you stand in 
relation to where you are going. It does not make so much differ- 
ence as to the exact point or position where you stand, as where 
you stand on the road to your destination. By means of standard 
costs, you can develop trend factors to show where you stand com- 
pared to where you are going. 

There is a third general use of standard costs, which is that 
they permit the showing of relative proportions. This use, also, 

very important. It does not make much difference, as I said 
above, what the level of a figure is, so long as you know where it 
stands compared to where it should be, and now I will add, where 
it stands compared to where other activities stand. It does not 
make much difference what costs are, by themselves; it is of im- 
port, rather, as to what they are compared with sales. It is not 
of significance how much you sell, it is how much you sell com- 
pared with what your possible market is. It is not how much you 
make, it is how much you make compared with how much you sell, 
that is important. The ratios I mentioned are indices which will 
five you important aids in judging the proportions between 
activities. 

Imagine, if you can, a boulevard with six rows of cars abreast; 
we have them in some cities in this country. The cars are all 

veling in one direction. They are all going at different rates of 
speed, trying to make the best progress toward a given point. The 
may be compared to the standard cost. The relation of the 

tars and their direction of movement to the curb may be compared 
tothe trend. The relation of all the cars to one another may be 
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compared to the elements of proportion. These are the important 
things you want to know respecting the many moving activities of 
your business, and these you want to be able to get quickly, because 
they change daily, weekly, monthly and they are of no earthly use 
to you next week. You must have them today. By means of stand- 
ard costs, you can bring out these important changes most clearly, 

There is a feeling on the part of some of our old-fashioned 
business men that no effort should be wasted in forecasting on the 
basis of trends. They argue: “You should not use up your time 
in forecasting, as it is useless; a weather forecaster is not of much 
use in the world, as, though he may predict a storm, we would have 
the storm even if he were not able to predict it.” This sentiment, 
however, is rapidly disappearing and recognition is being given to 
a reasonable projection of the probable course of business events. 

The three general uses of standard costs are, then: (1) to 
furnish a common denominator, affording the possibility of adding 
up different kinds of quantities; (2) the ability to develop trend 
factors; and, (3) the ability to judge of the relative proportions 
of moving events. 

Now, let us see how they can be placed to more specific uses. 
The illustrations I will use were not specially prepared for this 
address, but are all taken from copy that was at hand, ready. They 
are, therefore, in the main, actual cases. There are some ee 
thetical cases, and I will tell you which are the actual and w. 
are the hypothetical. 
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Under the heading of the specific uses, contrasted with the 
general ones I have mentioned, we may divide consideration into 
two sections, and I think it is wise to do so because, again, the 
subject is too broad to try to cover in one talk. As I view it, there 
are two kinds of functions that you have in control of business 
today. One is the administrative function and the other is the 
executive function. The terms very often are used interchange- 
ably, but they really are quite distinct. Administrative control, to 
my mind, deals with decisions as to policy. The functions of the 
administrator are to obtain all the available facts and to put them 
together, piece them out, with his knowledge of general conditions, 
and to decide what is to be done. The decision is passed on to the 
executor, the executive, who carries it out. In other words, the 
administrative function consists of deciding, guiding, directing, 
whereas the executive function consists of doing, performng, act- 
ing. They are two distinct functions, although they are to be 
served through a common accounting procedure, and in my opinion 
with the greatest facility by the use of standard costs as a basis. 
We will omit administrative control from this discussion because 
it is quite a separate subject, and confine our attention to the uses 
of standard costs as an aid to executive control. 

One of the leading problems with which we have to deal in 
aiding executive control—the doing of things—or rather one of 
the outstanding questions that we all have to meet, I will mention 
first, not because I think it is always the most important, but be- 
cause it is the first question always raised when standard costs are 
suggested. That question is, “How do you figure actual costs?” 
“If you have standard costs, you do not have actual costs, do you?” 
itis asked. That misconception is prevalent. 

You do not dispense with actual costs because you use stand- 
ard costs, but rather, in my opinion, you are able to obtain more 
— actual costs on the basis of the standard costs as I shall try 

ow. 

An illustration is given—Forms H and J, p. 448—to show how 
actual costs can be computed on the basis of standard costs. It is 
almost self-explanatory. Form H is the specification aforemen- 
tioned. It is a summary compiled from detailed specifications for 
ne of an article through assembly of all its individual 


Form J contains identical data repeated under “standard cost,” 

er with room to show against each item its ratio to the actual 

costs. These ratios are obtainable in several ways; one is to pass 

the standard costs into process accounts at the same time you 

pass the actual costs through them, by properly grouped classifica- 

For example, in order to figure the actual manufacturing 

cost on the labor element, you refer to the process account and find 

out that for the class of product in which this article runs, the 

experience ratio is 1.12 (per cent) of the fixed basis which you 

used when you set your standard cost for labor. This ratio, applied 
the original standard cost, then will yield actual cost. 
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Calculations are made in the same way for the elements of 
departmental expense in making, labor in finishing and depart- 
mental expense in finishing. So, by extending each individual ele- 
ment at its ratio you obtain the current manufacturing cost of the 
assembled article, close enough for most practical purposes. 

Similarly, for materials, you can develop ratios in control ac- 
counts by suitable classes to show what materials are costing cur- 
rently in relation to the originally fixed standard costs. 
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This procedure often is difficult to understand, although in 
operation it is really very simple. It is asked, “If we figure steel 
at 4 cents, and our cost jumps to 4% cents, do we have to refigure 
all our steel costs?” The answer is, “No, it is not necessary.” By 
means of proper classification of materials, putting into an account 
for each class those which will tend to vary in price in the same 
degree, a class ratio may be used to show the effect of price changes 
without recalculating all the detailed costs. It is usually the case, 
for example, that if one size of cold rolled steel advances in price, 
all other sizes of cold rolled steel will advance in the same degree. 
The ratio for the class does not average the price of all cold rolled 
steel, but applies the same degree of variance from standards. 

You will also find that you can take advantage of a tendency 
noted that human effort varies in groups somewhat in the same 
way. This idea of the relativity of costs is well brought out in 
Professor Lawrence’s book on cost accounting.* In a chapter on 
relativity he brings out very clearly that human effort often will 
run in well defined trends, of which fact you may avail to classify 
and group labor costs. 

To avoid the danger of excessive averaging, I admit, you have 
to be very careful in establishing the classifications, but, on the 
other hand, I believe the effort offers results better than any other 
method. Let me repeat that the process is not to average costs, 
but merely to average the error in costs over certain groups. If 
this error is too large, you may have to refine the groups. 

Control of costs, to my mind, is usually far more important 
than the ascertainment of costs. As I have already said, the big- 
gest problem in most industries today is not to find out how much 
an article should cost—we can figure that with reasonable close- 
hess; Many organizations have done so for many years, and have 
been quite successful, too—but the principal problem is, knowing 
well in advance what it should cost, to make the article within 
that cost. 

Using standard costs as the basis for developing ratios offers 
avery good means of aid to control costs. Take direct labor as a 
factor of variance. Today, when it is largely piece work it is often 

i as having no variance. Nothing could be further from 
the truth. Even if you have a plant working largely on piece 
work, there are bound to be variances entering into labor costs, 
particularly as between products. Such variances may be due to 
day-work allowances, to learners, and, especially, to spoiled work. 

Form “A,” p. 438, gives an illustration of an actual statement 
of payroll figures. It shows how you can develop ratios showing 
the current trend of labor costs, the direction in which these are 
running, the rate at which they are running and the proportions in 
diferent departments. To my mind this type of payroll report is 
far superior to the best of those we formerly considered good pay- 
toll reports. What must an executive do really to understand a 

*Cost Accounting, W. B. Lawrence, Prentice Hall, 1925, pp. 344, 349. 
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payroll report of a former type, such as a sheet on which, perhaps, 
actual payroll is shown, in total, in amounts by departments, with 
direct labor separate, indirect labor separate and possibly mainte- 
nance and repair labor as a separate item, with departmental per- 
centages to direct labor, and so forth? What should he do with such 
a report when he gets it? Let us see. He has to take the current 
report, compare it with last week’s report, possibly also with a 
report for the same period last year, to consider the possible effect 
of periodical fluctuations. Then when he has done that, he has 
to make certain mental reservations in the figures to allow for a 
deviation that may exist in a particular department, because of 
conditions that have existed there. He has to do that with the 
current report and perhaps with the older report with which he is 
comparing; possibly he has to make other allowances on account 
of conditions in other departments. And then, when he has done 
all that, he throws the result against the background of his knowl- 
edge and experience in the industry, and only then may he under- 
stand what the figures mean. That is what most executives are 
doing today, not only with the payroll reports, but with reports on 
every other phase of the business. 

Ratios developed on the basis of standard costs, through suit- 
able accounts, will focus the data so that the executive is able to 
use it freed of much of this sifting-out process of analysis and com- 
parison. The standards have taken many of the fluctuations into 
consideration, as far as they can be intelligently foreseen. 

Waste, through spoiled work, is an important variance. The 
figures on Form K, p. 450, are real figures multiplied by a fraction 
to disguise them. The report illustrated shows direct labor and de- 
partmental expense for a product class, one of some three hundred, 
in a case where thousands of articles are manufactured. You will 
find a standard cost, an actual cost and their ratio shown. Just as 
soon as the ratio gets out of line with what it should be, it is 
marked; it is set out in a different color. To digress a moment, 
here is a case which illustrates what I meant by saying it does not 
make so much difference what the height of a figure is, as what 
it should be compared with. Note the ratio 1.26; it is out of line, 
but we know it should be 1.22, because of changes in pay since we 
set our standard costs. We did not change our standard costs 
when we changed the scale of wages. So we see that our trend is 
to increase and that our increase is 4 points above the normal. 

But to return to the subject of spoiled work; at the right of 
Form K you find three columns bringing out this feature, in the 
middle column headed “CDS—Scrap.” The ratio in this column 
shows the effect of spoiled work. I would [ike to emphasize the 
propriety of placing the cost of spoilage into the product. It is a 
more common method to charge losses of this kind to the overhead 
of the department causing them, it being considered that such 

are due to human failings which should not be charged to 

the particular products. While it is quite true that they are very 
ly due to human failings, I think that you will find there is 
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a marked differential in spoilage between different classes of work, 
If you stop to think about it for a moment you will see that it must 
be so. Some classes of work are easy and the spoilage is low; 
others are difficult and losses are high. It has been found very 
often that there is quite a decided differential in the cost of such 
defects in various classes. Castings are good examples. 

Use of raw material is another respect in which there can be 
a good deal of waste. Illustration B, p. 440, “Report of Cement and 
Calendar Compound Used,” is also an actual illustration, taken 
from the rubberizing industry. The process is one of applying a 
rubber compound to gray cloth, to make imitation leather or rubber- 
ized covering for automobile tops and so on. I should say in ad- 
vance that there are always two causes of variance—sometimes 
three—in the cost of raw materials. One is price and the second is 
usage. The third is substitution of material. We will deal only with 
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and usage. The illustration covers a recent case, in which, be- 
cause of the fluctuations in the rubber market, it was found im< 
practicable longer to put pure rubber into the compounds, because 
the price ratio ran way out of line. In fact, the product had to be 
changed because prices jumped so far on certain ingredients. In 
the first column on Form B the variance ratios shown are purely 
price variance ratios as distinct from the usage ratios shown in 
the next column. I think the calculation will be clear if you look 
at the headings of columns A, B and C on Form B. 

It is a simple process of getting these ratios separately; you 
merely compare the actual cost at actual weight of the material used 
with the standard cost at actual weight of the material used. Any 
difference at this point is simply one of price. In the next column 
you base the comparison on the standard cost of material at stand- 
ard weight, and any difference from the second column indicates a 
usage variance. It was exceptionally important to have these 
ratios in this case because, if it should happen that the calendar 
rolls are a very small fraction of an inch too far apart, too much 
of the compound would be used, thus eating up all the margin of 
profit in coating the fabric. 

The next column shows the price and usage ratios combined, 
reflecting the result of their combination on actual current costs. 
They may go in opposite directions. If you do not separate the 
tatios you may be misled through such compensation. Another 
reason is that if, instead of figuring current manufacturing costs 
(on Form J) you wanted to figure replacement costs, you would 
have to have separate ratios, because you might figure on materials 
ata different market price from the past and you would then use 
a suitable ratio for such market price, afterward applying your 
experience ratio for usage. 

Factory expense is another difficult part of costs to control, as 
was brought out in the discussion this morning. What shall be 
done under conditions of reduced operations? Let us see what we 
may do with ratios. 

Forms L-1 and L-2, p. 446, incidentally, may offer some sugges- 
tions to those who enquired about how to measure foremen’s efforts 
inorder to pay a fair bonus. On these two forms ratios are brought 
together on the essential activities of each department. Form 
L-1 brings these out for each month in succession for one depart- 
Ment and cumulatively on the lower half of the sheet. In the first 
élumn is shown the ratio of direct labor to standard for all the 
work done in this department. Under a job cost plan such de- 
partmental totals in common denomination are difficult to obtain. 

The next column on form L-1 shows a ratio of factory expense 
t#normal. That is nothing more than the ratio of expenditure to 
the normal scale. It reflects the proportion of money spent or 
scrued in the department, compared with the total that was in 
mind when the normal budget was established. If our budget for 
department was $1,000.00 for a month and we had spent 
.00, this ratio clearly would be 75%. 
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From the next two columns we get an idea of the degree of 
capacity utilized. In this case the illustration shows what arrange- 
ment was used when it was hard to get the data in one ratio, so that 
machine hours worked to normal or assembly hours worked to 
normal were used as bases of judgment. In many cases, you can 
get the same result in one ratio by using the percentage of expense 
absorbed in costs to the normal budget. 

If, then, on this activity you develop a capacity-used ratio of 
45, i.e., if you charged to the product made in the month a total of 
$450.00 for expense, you have a good measure of the rate at which 
this department is operating. It is operating at about 45 percent 
of normal, whereas, as previously assumed, expenses have been 
incurred at the rate of 75 percent of normal. It has to be de 
termined in each individual case whether such ratios as cited are 
in line or not, and what the collateral ratios should be at different 
degrees of activity. But once you have studied them long enough 
to learn that with a certain degree of operation, a certain rate of 
expenditure may be expected you need have no more trouble in 
controlling indirect expenses under fluctuating operating condi- 
tions. 

Output (Form L-1) is another thing that is difficult to measure 
in the aggregate where there is a great variety of products. Here 
is where standard costs as common denominators are again useful. 
We can add them and have a standard against which to measure. 
On this form we show what the total output was in thousands of 
dollars at standard costs, excluding materials. Usually, means 
exist of getting these figures through delivery lists. Thus we may 
know what production was delivered out of each department and 
likewise, into other departments, as well as what stock remains on 
hand. If you have a large factory with many departments it be- 
comes important to watch the proportions in the activity between 
departments as a whole. You may find that certain departments 
are seasonally active and other departments inactive, while six 
months later the conditions are reversed. In one case you may be 
piling up stock and later, naturally, when you have all your stock 
on hand, the assembling departments may be busy, while the mak- 
ing departments are down. 

Let us turn now to the uses of standard costs for inventory 
control purposes. One phase of inventory control was touched 
upon previously, that respecting control over work-in-process. 
Another phase, working up turnover data, is illustrated on Form 
G, p. 442, “Book Inventory.” This is also a form in actual use. The 
first column on this form contains factory cost of shipments made. 
These are actual factory costs, converted from standard by apply- 
ing ratios. In the next column we bring forward a three months’ 
running monthly average of cost of shipments. Inventories are 
set down from book accounts in the next column. Column 5, the 
next column, contains a factor, an index number, which represents 
the number of months’ supply we have of the specified class of in- 
ventory, compared to our present rate of shipment, as expressed in 
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the last three months’ running monthly average. In this illustra- 
tion it appears we have four months’ supply in stock; in columns 
8 and 10 you find it is composed of finished goods, 1.7 months’ and 
goods in process 2.3 months’ supply. Developing these ratios month 
after month, and over a period of years, it is clear that these figures 
may become very useful. Just imagine how useful it would be to 

ou if you had data in this shape for ten years back, as carefully 

pt as is usually the case with relatively less useful job cost data 
over a similar period. 

Another form respecting inventory. Form F, p. 444, reflects a 
number of aspects concerning raw material. It shows the rate at 
which you are purchasing at a time when the market price level is 
at a determinable point. The column headed “Purchases” shows 
you how much money, in thousands of dollars, is spent for material 
each month. The ratio shows where the prices stand, compared 
to the originally fixed basic prices you set for that class of material. 
You are able to judge whether you are buying too heavily, in view 
of the ratio, or whether you are in line with the market price trend. 
Usage of raw material, irrespective of normal requirements, and 
closing inventory are also shown on this report. By means of this 
kind of a report you can keep closely in touch with the current 
material status and thus perhaps avoid the possibility of a heavy 
write-off at the end of the year, if the market drops away from the 
inventory. 

There is one more specific use of standard costs, which I should 
mention, namely, that relating to profits. It is a difficult matter, 
in the case of a large volume of products, coupled with variety, to 
find out how much the sales cost. It is not practicable, frequently, 
to figure cost for each item sold, and, moreover, the information 
would probably be wrong even if it could be figured, owing to the 
humerous errors entailed in attempting so much detailed pricing. 

If you use standard costs, however, cost of sales, by products, 
is practicable to obtain, with reasonable accuracy. A codification 
plan can be worked out to mark each article, according to a group 
which represents the margin between its standard cost and its list 
price—both constants. In most industries you have list prices or 
you can easily establish them. When you do not have them on a 
complete line you can put in a fictitious list price to throw it into 
a particular margin group. Then by sorting all sales by such 

ups, you can derive the total list value from the billing data. 
ving the total list value by groups, you need merely apply the 
tatio represented by each group to obtain standard costs. 

To sum up then, what are the advantages of using standard 
costs? The general advantages are that you get a common denom- 
inator to enable you to add and measure accomplishments; and you 
are able to judge of trends and proportions. Your specific uses 
ate almost endless. They depend entirely on your ingenuity in 
putting these ratios to use correctly. These which I have mentioned 
are only a few, and yet we have very largely dealt with the sphere 
of executive control only. We have not begun to look into the 
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things that we can do when we take these ratios and put them 
together with other ratios, to bring out major trends over longer 
periods, within the plant, within the industry, or in the country 
at large. 

I would like to say just a brief word about budgetary control 
in this connection. It is my own opinion that we are in danger 
of viewing “budgets” too much as a cure for all ills, a sort of 
panacea, under the hope that when we have a budget, our troubles 
will all disappear. 

Budgeting or whatever we try to express by that term, does not 
represent a method; it represents a principle. What you are striv- 
ing for is to control your business by teaching each individual in 
your organization just what his place is in the general plans of a 
business as a whole. That is your principal object when you es- 
tablish a budget. When you figure sales quotas, translate them 
into manufacturing quotas, sales revenue, cash requirements, and 
so on, you are mainly trying to set down the proportions that should 
obtain for each activity. You have to revise such a budget fre- 
quently. 

I want to leave with you a thought that by the use of standard 
costs, you may obtain many of the essentials of budgetary control, 
without its restrictions. You may bring out these ratios to show 
each individual where he stands as compared to where he should 
stand, in the light of the whole. And that is of very great im- 
portance. There is a distinction here between prohibiting ex- 
penditure and teaching responsible heads to keep within known 
proportions which are flexible with developments. If you prohibit 
expenditure by merely setting an amount which cannot be exceeded 
without question, you have to revise the budget, confer and agree 
on a new scale, which has its disadvantages for industrial use 
under normal conditions. This theme could be elaborated upon, 
as one of the uses of standard costs, if time permitted. As it is, 
we must leave the subject with this bare reference to it. 

In conclusion, let me say that I consider this a very important 
subject. Wherever I go, through different industries, in many 
cases into the organizations of clients who have been successful 
for many years, have made a great deal of money, have managed 
their business well, I am asked, “What can we do with standard 
costs?” or “What can we do with costs?” In many cases I find 
that there has been a natural emphasis on the selling side or on 
the manufacturing side. That emphasis may even have caused 
success. But today we are reaching a point when a large business 
can no longer be controlled without the development of this third 
important administrative aid, which is our immediate concern. 
A stage of growth and complexity is brought on, beyond which 
control of a business becomes difficult and management by personal 
contact fails. 














